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Revoke Rating Agencies’ NRSRO Designation for Structured Products

TSF — September 17, 2009
by Janet Tavakoli

The IMF invited me to present my views on the global financial crisis as detailed in my book, Dear Mr.
Buffett: What an Investor Learns 1,269 Miles from Wall Street on Monday, September 21. Among other

recommendations, | will suggest Congress approve more funding for investigations that should lead to
felony indictments of financial professionals involved in the largest Ponzi scheme in the history of the
capital markets. Predatory securitizations of fraudulent loans, the credit derivatives that referenced
them, and fraudulent accounting enabled former investment banks and some legacy banks to raise
money from new investors to pay back old investors (themselves and mortgage lenders) in what was
known to be an unsustainable and fraud riddled business model.

The rating agencies have been in the news as they fend off lawsuits for their ratings of ABS CDOs
(collateralized debt obligations backed by asset backed securities). The rating agencies claim their
ratings are protected by free speech, and they may or may not be successful in defending themselves in
court. In my book, Structured Finance , | explain the rating agencies’ history of failure (in my opinion) to

competently rate hundreds of billions of dollars worth of these and other structured products. The
relevant rating agencies involved in these ratings are the top three: Moody’s Corporation; Standard &
Poor’s (S&P), part of McGraw-Hill Cos., inc.; and Fitch, owned by France-based Fimalac SA.

The rating agencies are quick to point out that they do not perform due diligence on the data they use
and take no responsibility for unearthing fraud; they merely issue “opinions.” But rating agencies can
demand to see evidence of appropriate due diligence from the underwriters, who are obliged to
perform it. Instead, rating agencies failed to adhere to basic statistical principles.

Meanwhile, the SEC seeks comments about the steps it should take to regulate the rating agencies. In
my letter to the SEC dated February 13, 2007, | called for the SEC to revoke the rating agencies’
registration as Nationally Recognized Statistical Rating Organizations (NRSRO) for structured products.
The SEC failed to act in 2007, but it can correct that error and do it now.

In addition to criticizing rating agencies for their ratings of CDOs, | mentioned another class of structured
products, CPDOs that were rated “AAA” at the time | wrote the letter. | asserted CPDOs had substantial
principal risk. That meant these “AAA” rated products deserved a junk rating. By January 2008, within a
year of my warning, Moody’s noted that two of the originally AAA-rated CPDQO’s would unwind causing
substantial principal loss to investors. In fact Moody’s, the rating agency that bases its “AAA” rating on
expected loss, belatedly projected investors would have a 90 percent loss. Although | had flagged the
looming danger to investors’ principal, the SEC did nothing.
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NRSRO Grades, Not Mere Opinions

The problem with rating agencies’ assertion that they issue mere opinions is that the NRSRO designation
gives ratings the appearance of being issued from a position of authority. Regulators rely on this
pseudo-authority so much that they have enacted capital rules for banks based on ratings. Many
investment funds and investors have charters requiring them to only buy products that have been rated
by one or more of the top three rating agencies. Ratings are relied upon as if they are based on reliable
and reproducible methods, but they are not when it comes to structured products.

If the FDA approved tainted meat that sickened people, we would demand a top to bottom overhaul of
the organization and its methods. Since the rating agencies issued ratings that contributed to massive
damage to our economy, we should strip them of their NRSRO designation and demand a complete
overhaul of their flawed procedures and methodologies.

Janet Tavakoli is the president of Tavakoli Structured Finance, a Chicago-based firm that provides consulting to
financial institutions and institutional investors. Ms. Tavakoli has more than 20 years of experience in senior
investment banking positions, trading, structuring and marketing structured financial products. She is a former
adjunct associate professor of derivatives at the University of Chicago's Graduate School of Business. Author of:
Credit Derivatives & Synthetic Structures (1998, 2001), Collateralized Debt Obligations & Structured Finance (2003),
Structured Finance & Collateralized Debt Obligations (John Wiley & Sons, September 2008), and

Dear Mr. Buffett: What An Investor Learns 1,269 Miles From Wall Street (Wiley, 2009).

Other Important Disclosures

Copyright, User Agreement and other general information related to this report: Copyright 2009 Tavakoli Structured Finance, Inc (“TSF”). All
rights reserved. This report is prepared for the use of Tavakoli Structured Finance’s clients and may not be redistributed, retransmitted or disclosed,
in whole or in part, or in any form or manner, without the express written consent of TSF. Receipt and review of this report constitutes your
agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion or information contained in this report. The
information relied on for any opinions expressed were obtained from various sources and TSF does not guarantee its accuracy.

This report provides general information only. Neither the information nor any opinion expressed constitutes an offer, or an invitation to
make an offer to buy or sell any securities or other investment or any options, futures, or derivatives related to securities or investments. It is not
intended to provide personal investment advice and it does not take into account the specific investment objectives, financial situation and
particular needs of any specific person who may receive this report. Investors should seek financial advice regarding the appropriateness of investing
in any securities, other investment or investment strategies discussed or recommended in this report and should understand that statements
regarding future prospects may not be realized. Investors should note that income from such securities or other investments, if any, may fluctuate
and that price or value of such securities and investments may rise or fall. Accordingly, investors may receive back less than originally invested. Past
performance is not necessarily a guide to future performance.

Under no circumstances will TSF have any liability to any person or entity for (a) loss or damage in whole or in part caused by, resulting from,
or relating to, any error (negligent or otherwise) or other circumstance or contingency within or outside the control of TSF or any of its directors,
officers, employees or agents in connection with the procurement, collection, compilation, analysis, interpretation, communication, publication or
delivery of any such information, or (b) any direct, indirect, special, consequential, compensatory or incidental damages whatsoever (including
without limitation, lost profits), even if TSF is advised in advance of the possibility of such damages, resulting from the use of or inability to use, any
such information. The financial reporting analysis observations and other observations, if any, constituting part of the information contained
herein are, and must be construed solely as, statements of opinion and not statements of fact or recommendations to purchase, sell or hold any
securities. No warranty, express or implied, as to the accuracy, timeliness, completeness, merchantability or fitness for any particular purpose of any
opinion or information is given or made by TSF in any form or manner whatsoever. Each opinion must be weighed solely as one factor in any
investment decision made by or on behalf of any user of the information contained herein, and each user must accordingly make its own study and
evaluation of each security and of each issuer and guarantor of, and each provider of credit support for, each security that it may consider

purchasing, holding, or selling.
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